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These points were incorporated into a statement I wrote tgn C(
days ago and cleared with OMB ‘and HEW for inclusion in soke
California speeches. The point on decoupling was ultimatély
reduced to one paragraph to be inserted in the Orben text

The speech actually given bore only general resemblance to a}q
the advance text and the decoupling reference was removed. {
When I brought this to your attention last week, you men-

tioned it to Jim Cavanaugh who had me insert the same point tL/?
in last Wednesday's speech to the Ohio Governor's Conference

on Aging. Once again, the item was left out of the speech
given. This leaves us in the vulnerable position of having
given no recognition of the 1976 Trustee's Report, its find-
ings, or the editorial comment accompanying it.

Income Assistance Simplification Act

We are waiting for a response from O'Neill on the modest
changes sent to him yesterday. We do not yet have a trans-
mittal date. Should I be doing anything more about sponsors?
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The attached memo needs your signature.

I have also attached a copy of the "Message on Social Security"
and a "Statement on Social Security."

I plan to accompany you to the session.
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s : THE WHITE HOUSE

FACT SHEET

SOCIAL SECURITY BENEFIT INDEXING ACT

The President announced that he is today proposing ihe

Social Security Benefit Indexing Act to eliminate a flaw in

the current system which,|by unintentionally ovéradjusting'for

ihflaﬁion, serves to undermine the underlying principles of
the program and is expected to produce intolerable costs to

‘the system over the next seventy-five years.

In a Message to the Congress on February 9, 1976, the

President described this proposal:

. . . to avoid serious future financing
problems I will submit later this year a
change in the Social Security laws to
correct a serious flaw in the current
system. The current formula which de-
termines benefits for workers who retire
in the future does not properly reflect
wage and price fluctuations. This is an
[inadvertence] which could lead to
unnecessarily inflated benefits.

I. Current Social Security Benefit Formula

Social security benefits are calculated by applying a
formula to an'individual's_average monthly wage (AMW) while
covered by Social Security. The formula:

137.77% of first $110 of AMW;
50.11% of next $290 of AMW;
46.83% of next $150 of
55.04% of next $100 of
30.61% of next $100 of
25.51% of next $250 of
22.98% of next $175 of
21.28% of next $100 of
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The computation period for determining the AMW for most
people rétiring is 19 years, and will extend to 35 years for all
retirees by 1994,
' AIt should be noted that the formula is weighted in favor of
the lower paid employee, i.e. the lower an individual's AMW,

the higher the proportion of AMW replaced with benefits.

II. The "Flaw" in the 1972 Social'Security’Amendments

Prior to 1972, all increases in Social Security
benefits required Congressional action. - - The 1972 Social
Security Amendments . - built into the law
automatic cost-of-living escalators. For those already re-
ceiving benefits, these provisions guarantee that their
benefits wouldbkeep pace with growth iﬁ the Consumer Price
Index. The provisions also aid - those still working by
increasing the percentages in the benefit formula by CpPI
ihcreases.

It was not until later that the full -~ “implications
of thié latter "automatic cost-of-living escalator" came to
be undérstood. Inflation not only aﬁtomatically indreases'_

the formula for calculating initial benefits of new retir— .
ees, but also it is accompanied by inflationary increases in

~wages. Rising wages~result:h1h§gher avéragé'eafnings;WhiCh
result in a higher AMW, which in turn bring about higher initial

Social Security benefits. Therefore, persons still working bene-

fit from an - overadjustment for inflation -- an automatic
~increase in the benefit calculation formula and inflation-

induced wage increases.
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The impact of this flaw depends upon the behavior of
prices and wages in the future. Different assumptions about
wage and price growth produce radically different long—-range
benefits and costs, thus making the system unstable. Recen? |

projections of the Social Security system's'future (based on

inflation in 1974 and 1975) indicate a wholly unintended and
dangerous trend: initial benefits would grow over time to the
point where a great many new retirees would receive benefits

in excess of the highest wages they ever earned (See Table 1).

These inflated benefits also w;uid place severe 1ong—tefﬁv
financial pressures on Social Securiﬁy. Adding to the long-
range cost problem is the fact that ; low ‘ U.S.
fertility rates are expected to result in a declining ratio
of workers (Social Security contfibutors) to retirees (Social
Security beneficiaries).

The 1976 Social Security Trustees Report estimates
that the long-range costs of the current system would exceed
projected revenues by an average annual amount of 8% of cov-
ered payroll (See Tables 2 and 3).

A broad consensg::emerged that these unintentionailin— ‘
creases in'benefits_aﬁd théircasspgiaﬁed costs»mﬁst be -

eliminated, and the system stabilized.
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IIX. The Administration Proposal

The Administration proposal would correct the defect
in the current system by modifying the formula to ensure
that future initial retirement benefits‘are a constant share
of , v' preretirement earnings. This would elim—

inate half of the estlmated long—range financial def1c1t,

and yet continue the system's commitment to increase beneflts

1n accord with inflation.

A. The proposed benefit formula

The éroposed method of calculating initial bene-
fits is far more sophisticated and much fairer,
than the current fofﬁula. Instéad of merely adding
up prior years' earnings (as with the current for-
mula), an individual's earnings would be adjusted
("indexed") to take account of increases in average
wages during a person's working years. From these
calculations an average indexed monthly wage (AIME)

“would be derived. This number would be quite ' different
from the- -. average monthly wage (AMW)
calculated currently (AIME's will always be much
larger than AMW's). Therefore, a new formula would
be applied to the AIME to determine a retiree's
initial benefits. The formula is designed to ap-
proximate as closely as possible the benefit

amounts payable under present law in January, 1978

(the month the revised formula is expected to 'go
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into effect). The formula:

- 91% of the first $175 of AIME;
33% of next $875 of AIME; and
17% of remaining AIME.

In the future, the dollar amounts in the formula

would be‘adjusted automatically each year as average

. I - s
covered wages increase. | In effect, future initial

- i

geﬁefits will continue to increase with inflation and
wage grow th, but the current overadjustment will be
eliminated. As under present law, all beneficiaries
would receive automatic annual cost-of-living increases
in their benefits.

B. Replacement rates

Replacement rates (i.e. benefits as a percent of
| preretirement earnings) will remain constant through
time at approximately the levels that prevail when
the new system becomeé effective. Table 1 projects
replacement rates under the current and proposed
formulas for workers with low, average, and maximum

wages.

C. Transition period

To ensure fairness, the proposal would incorporate
a ten-year transition period during which those per-
sons retiring would be assured that their benefits
are no lower under the new formula than they would
have been under the old formula at the beginning of

the phase~in period.

































































































































































